How the SEC\u27s Regulation S-X affects banks by Waide, Patrick J.
University of Mississippi
eGrove
Haskins and Sells Publications Deloitte Collection
1974
How the SEC's Regulation S-X affects banks
Patrick J. Waide
Follow this and additional works at: https://egrove.olemiss.edu/dl_hs
Part of the Accounting Commons, and the Taxation Commons
This Article is brought to you for free and open access by the Deloitte Collection at eGrove. It has been accepted for inclusion in Haskins and Sells
Publications by an authorized administrator of eGrove. For more information, please contact egrove@olemiss.edu.
Recommended Citation
Haskins & Sells Selected Papers, 1974, p. 077-084
HOW THE SEC'S 
REGULATION S-X 
AFFECTS BANKS 
Patrick J. Waide, Jr. 
Partner, New York Office 
Presented before the Fiftieth 
National Convention, Bank 
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When I made the choice of becoming an auditor rather than a tax specialist, I 
made it primarily on the assumption that I did not want to become a walking 
textbook of rules, interpretations and case decisions for the remainder of my 
public accounting career. Maybe I had a distorted view then of the life of a 
tax specialist. Nevertheless, most of us involved today either in the 
preparation or the examination of financial statements believe that our lives 
now have become rounds of continuous reading and memorization of 
disclosure rules, interpretations and reporting precedents. 
INCREASED REPORTING RESPONSIBILITIES 
The reporting responsibilities of the chief financial and accounting officers 
of all publicly owned companies, including banks and bank holding 
companies, have been expanding at an accelerating rate. In 1973 alone they 
had to digest the following accounting pronouncements: 
• Four Opinions of the Accounting Principles Board 
• Seventeen accounting releases of the Securities and Exchange Com-
mission 
• The Statement on foreign currency translation information of the 
newly formed Financial Accounting Standards Board 
• The New York Stock Exchange "White Paper" relating to recommen-
dations on financial reporting to shareholders and other shareholder 
matters 
As of September 1974 we have had twelve accounting releases of the 
Securities and Exchange Commission and two interpretations of the Financial 
Accounting Standards Board. In addition, we have witnessed recently a 
considerable number of problem bank situations, other financial failures and 
lawsuits relating to fraudulent financial statements. I mention these latter 
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matters because, in my judgment, they have an important bearing on financial 
reporting and disclosure problems today and in the future. 
EFFECT OF SEC REGULATION ON BANKS 
If we are to understand how SEC regulations affect banks, we must have a 
greater understanding of the economic and social environment in which we 
live. There is little doubt that all of us involved in financial matters and 
operations are, and will be, required to exercise a higher standard of 
accountability, fairness and objectivity in financial reporting. It also is likely 
that significant penalties will be imposed by the courts and society on 
executives and their professional advisers if they are found guilty of 
negligence in the exercise of their executive and professional responsibilities. 
Legislative committees, both in Washington and in numerous states, 
currently are drafting laws to ensure greater disclosure of corporate affairs in 
published financial documents. Many believe that, to a considerable extent, 
business executives have brought these added disclosure rules upon them-
selves, for the new regulations are a governmental response to past 
abuses—abuses of the earnings-per-share growth game, the high multiples, the 
15-percent compounded growth rates, and so on. In the early '70s we were 
witnessing favorable financial results being magnified out of proportion and 
too many unusual situations, each being passed on the ground of immate-
riality, although collectively they had a substantial effect. 
Some may say that all of these matters affect only those institutions that 
now report to the SEC and are not applicable to independent state or 
national banks. In my judgment, that assumption is not correct. A l l banks are 
subject to the generally accepted accounting principles pronouncements of 
the former Accounting Principles Board and the current and future 
pronouncements of the Financial Accounting Standards Board. Second, 
although it is true that it is the SEC that has developed a particularly 
aggressive posture in issuing releases on accounting and reporting matters, 
these activities have a fallout effect on the bank regulatory agencies. I believe 
this fallout will become much greater in the future. 
The 1964 amendments to the Securities Exchange Act of 1934 assigned 
certain responsibilities and authorities to the bank regulatory agencies with 
respect to securities issued by all national and state banks subject to the Act, 
including the related financial reporting by such banks. As a member of 
various AICPA subcommittees that have been meeting with the bank 
regulatory agencies and the SEC, I have noted that the SEC is becoming 
rather impatient in waiting for the bank regulators to bring many bank 
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accounting practices into conformity with more generally accepted ac-
counting principles. An interesting development is the frequency with which 
the chairman of the SEC states publicly that there should be a reexamination 
by Congress of the principles underlying the present bank regulatory 
framework. 
ACCOUNTING SERIES R E L E A S E NO. 148 
On November 13, 1973 the SEC issued Accounting Series Release No. 
148, "Notice of Adoption of Amendments to Regulation S-X and Related 
Interpretations and Guidelines Regarding Disclosure of Compensating Bal-
ances and Short-Term Borrowing Arrangements." This release requires that 
financial statements filed with the Commission after December 31, 1973 
disclose certain information concerning credit arrangements. 
The management of liquidity is an important part of the financial 
management of a business entity. The maintenance of short-term borrowing 
capacity and the ability to obtain such funds at reasonable cost are major 
elements of this management responsibility. The SEC believes that if investors 
are to understand the financial policies of management, disclosure relating to 
these matters is necessary in the customers' financial statements. 
The comprehensiveness of the language of this release initially presented a 
considerable number of operating problems for banks and their corporate 
customers. Some banks were using compensating-balance arrangements as a 
means of circumventing certain state usury laws. It also had become a 
widespread practice for banks to lend funds at the prime rate to less-than-
top-quality customers, with the compensating-balance factor being used to 
differentiate customer quality. Also, the managements of some businesses 
were using cash balances maintained by their corporations and affiliates as 
compensating balances for their personal indebtedness to banks. 
The primary responsibility for the preparation of financial statements and 
the related disclosures therein rests with management. The CPA's role 
generally should be limited to that of auditing his client's representations. 
With regard to the disclosure requirements of ASR No. 148, the SEC has 
specifically recommended that, when arrangements such as compensating 
balances and unused confirmed lines of credit exist, they be confirmed with 
the applicable banks, thus facilitating and more readily substantiating their 
determination and verification by the independent auditor. Accordingly, in 
December 1973 the American Institute of Certified Public Accountants 
published guidelines that should be considered by auditors in confirming 
credit arrangements with banks as well as a sample confirmation-request 
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format and a completed illustrative confirmation letter. This material was 
developed by an AICPA Task Force in consultation with banks representing 
the American Bankers Association, the Robert Morris Associates, the New 
York Clearing House and the Bank Administration Institute. The objective of 
the participating CPAs and bankers was to develop a uniform approach to 
preparing and responding to confirmation requests in order to minimize the 
inevitable problems that will arise for bankers, their customers and the 
auditors. 
Under the provisions of the release, the disclosure of compensating-balance 
arrangements is required of corporate customers in certain filings with the 
SEC even if the agreements are not reduced to writing. Many banks, 
therefore, have been forced to institute new procedures for the collection and 
centralization of compensating-balance data. In cases where the arrangements 
were informal and based on oral understandings, discussions between 
corporate customers and their banks frequently were necessary to clarify the 
arrangements for financial-reporting purposes. 
The variable materiality guideline stated in the Accounting Series Release 
also presents certain disclosure problems. Segregation and/or disclosure of 
compensating balances in bank customers' financial statements usually would 
not be necessary if the aggregate total of such compensating balances was less 
than 15 percent of the customer's total current cash balances and marketable 
securities. However, the release also mentions other factors that should be 
considered by the customer in determining the appropriate reporting 
disclosure, such as "the relationship of the amount of balances to total cash, 
total liquid assets and working capital, and the impact of the balances on the 
effective cost of financing." 
Minimum balances needed for operations cannot be subtracted by 
customers when computing their compensating-balance requirements for 
financial-reporting purposes, even though the minimum operating balances 
are used to meet fully or partially the compensating-balance requirements of 
their banks. Deposits maintained as compensation for bank services, such as 
bank reconciliations and lockbox arrangements, or for goodwill purposes 
need not be considered as compensating balances unless the funds also serve 
the purpose of compensating the bank for outstanding debt. The proper 
segregation of such deposits, however, may present unusual auditing problems 
in connection with the customers' financial reporting. 
At a number of banking institutions, compensating-balance arrangements 
often are expressed in terms of the collected bank ledger balance, which will 
differ from the customers' books because of such matters as outstanding 
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checks, deposits in transit and funds subject to collection. When used by the 
bank in the computation of compensating-balance requirements, the adjust-
ment for uncollected items usually is an estimated figure based on the bank's 
experience; e.g., deposits will not be considered collected until one and 
one-half working days after their receipt. However, some banks use a more 
sophisticated method for determining "uncollected items." The important 
point is that for the purpose of its own financial reporting, the bank 
customer's calculation should be based on the method used by the bank or on 
a reasonable approximation of that method. Some banks prefer not to 
disclose their method of calculating "uncollected funds." The Task Force's 
suggested confirmation letter addresses itself to this point in that the bank is 
asked to confirm the reasonableness of the customer's stated method of 
estimation. New York Clearing House banks generally confirm any collected-
funds arrangement described by its customers if it does not exceed two 
working days. 
Disclosure of noncompliance with a compensating-balance arrangement 
normally would be required in a customer's financial statements whenever 
possible sanctions may be immediate and material. For purposes of 
compliance, immediate is defined as not vague and unpredictable. The 
question of compliance is a part of the recommended confirmation letter. It 
must be emphasized, however, that noncompliance usually presents signif-
icant disclosure problems for the auditors and bank management, as banks 
generally are reluctant to disclose contemplated sanctions, if any. 
TYPES OF COMPENSATING-BALANCE ARRANGEMENTS 
Some of the more significant arrangements, as revealed by a review of 
1973 published annual reports for industrial customers, include: 
• A dual-percentage arrangement whereby the borrower must maintain a 
certain percentage relationship of balances to the unused line of credit or 
commitment and another percentage relationship to amounts actually 
borrowed, e.g., a "10/15 arrangement" whereby the customer agrees to 
maintain balances of 10 percent of the unused line and 15 percent of the 
used line. 
• A single-percentage arrangement whereby the borrower must maintain 
a certain percentage relationship of balances to outstanding loans. 
• A fixed-balance arrangement including, but not limited to, non-in-
terest-bearing time deposits. The borrower is required to maintain a bal-
ance of no less than a certain figure at all times during the life of the loan. 
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• A balance-rate option. Under this arrangement, the borrower has the 
option to change or eliminate the compensating-balance formula in 
exchange for a higher interest rate at one or more times during the life of 
the credit. 
• An escrow account and other third-party arrangements. The borrower 
has control over a third party's money, which effectively serves as the 
borrower's compensating balance; e.g., a mortgage banker deposits 
third-party escrow accounts at the bank. 
The disclosure requirements of ASR No. 148 do not relate solely to the 
financial statements of corporate customers; they also may relate to the 
financial statements of bank holding companies. The disclosure requirements 
for commercial paper and short-term debt come into force as to the separate 
financial statements of the holding company. Many bank holding companies 
have obtained credit lines from banks in which the affiliated bank or banks of 
the holding company maintain deposits. It would not be surprising if in the 
future certain correspondent banking relationships and deposits also are 
interpreted to be akin to compensating-balance arrangements in the broad use 
of that term. 
ILLUSTRATIVE DISCLOSURES 
The SEC release specifically recognizes that the new disclosures are of 
primary interest to those users of financial statements who wish to undertake 
detailed analyses of corporate activities and may not be required in financial 
disclosures oriented solely to the needs of the average investor. This generally 
is interpreted to mean that these disclosures are not required in annual 
reports to shareholders. Also, these disclosures rarely would be required 
under generally accepted accounting principles or under those generally 
accepted auditing standards relating to disclosure, except for disclosure of 
legally restricted cash. Accordingly, they are not applicable to corporate 
customers that do not report to the SEC, which are the principal customers 
of medium-size and smaller commercial banks. 
To assist in better understanding the measurement and disclosure problems 
of the release, it may be helpful to review an illustrative form of disclosure 
that might be included in a customer's annual 10-K report or financing filing 
with the SEC. Such footnote disclosure might read as follows: 
In accordance with the terms of a line of credit with a bank, the Company has 
agreed to maintain an average cash compensating balance of 20 percent of 
outstanding indebtedness, based upon the bank's ledger records, as adjusted for 
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uncollected funds. During 1973 the average compensating balance required to be 
maintained under the line of credit amounted to approximately $1,000,000. The 
terms of the line of credit call for an interest rate of 0.25 percent above prime (which 
was 10 percent at December 31, 1973); the amount of unused available borrowings 
under the line of credit was $10,000,000 at year end. The line of credit expires 
December 31, 1976 but can be withdrawn at any time at the option of the bank. The 
average amount of short-term debt outstanding during the year was $20,000,000, 
with a related weighted average interest rate of 9.5 percent. The maximum amount of 
short-term debt outstanding at any month end during the year was $25,000,000. 
Many bankers have expressed considerable concern that a significant 
amount of the note disclosure in the customer's financial statements will be 
based on the confirmation reply received from the bank. Nevertheless, in 
order to respond to audit requests of customers, the bank credit file should 
probably contain, as a minimum, the following information: 
• A summary of the compensating-balance requirements, indicating 
whether the arrangement is stated in terms of an average over a period of 
time or a fixed-balance, a single-percentage or a dual-percentage ar-
rangement 
• The number of days' adjustment made for the estimated average float 
• The terms under which the line of credit can be removed 
• The maximum amount of short-term debt that may be outstanding 
under the line 
• Additional credit fees, if any, that may be earned under the 
arrangement 
In the footnote example given above, it should be noted that the effective 
interest rate resulting from compensating balances was not disclosed, as such 
disclosure is not specifically required by the release unless it is significant and 
practicable. Banks also should pay particular attention to the description in 
the audit confirmation letter relating to "cleanup provisions," which require 
customers to retire or reduce credit with a bank at a specified interval for a 
specified time. These provisions must be considered by the borrower when 
calculating the amount of unused lines of credit and/or commitments that 
should be disclosed in its financial statements. 
CONCLUSION 
In summary, ASR No. 148 was designed to provide information relating to 
compensating balances and short-term borrowing arrangements that will assist 
investors in appraising corporate liquidity, the cost of credit and manage-
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ment's financial policies. Experience indicates that unanticipated problems 
may be encountered by bankers, corporate management and their inde-
pendent auditors in complying with the required disclosures. In these 
situations, collective prudent judgment should be exercised in arriving at an 
appropriate description of the compensating-balance arrangement. It 
probably is prophetic, for bankers who deal with the measurement and 
disclosure problems arising from the release, that the release specifically 
states, "disclosure must be based in many circumstances on reasonable 
estimates and precision of measurement cannot be expected." • 
